Session 4 (Day 2 Afternoon)
Revenue Raising and Municipal Credit for
Infrastructure Investment

Session Overview

Providing strong and reliable infrastructure networks is one of the most important
contributions the public sector makes to improve the investment environment.
Communities in the E& E region working to secure sufficient revenues for public
improvements face numerous challenges:

» Loca governments continue to rely on central government transfers for
infrastructure improvements; such transfers are often unpredictable and
insufficient.

» Many public services, such as roads and education facilities, do not generate
revenue.

» Loca governments have limited ability to set tariffs or levy property taxes for
capital improvement purposes.

This session looks at the difficulty of raising revenues for public infrastructure
from two perspectives. From local governments' perspective, the session explores
what revenues can be raised given the current authority they have vis-a&visthe
central government. In addition, the session looks at the problem from the per-
spective of long-term fiscal and administrative legidlative changes that would be
required for local governments to be financially self-sufficient. Revenue-raising
schemes that reflect a wide spectrum of fiscal decentralization are presented so
that a varied audience can participate in the course.

Revenue sources for public infrastructure are generally derived from taxes, fees,
tariffs, and government transfers—all of which are ultimately paid for by indi-
vidual residents or businesses (either through alocal revenue generation scheme
or a central government tax that is transferred back to the local government). As
more and more of these revenues are generated locally due to fiscal decentraliza-
tion in the region, the local government should carefully consider the mix of
revenue sources so that one user group does not pay an excessive amount for the
service and so that the pricing (the cost of services) for business is competitivein
comparison to other communities. Until the devolution of authority stabilizesin
the E& E region, central government transfers will be the primary (if not the only)
source of revenue. Thisfact, however, should not preclude local governments
from instituting practices needed for self-sustaining and locally financed public
systems.




The presentations in this session examine factors that affect the generation of
private and public sector revenues for public infrastructure. Specific attention is
given to financial and project management practices, the linkage between sus-
tainable revenues and investor confidence, and the added value of proper capital
improvement planning as it relates to sustainable revenues.

Session Objectives

» Toexplorefinancia institutions lending criteriafor local governments and
public utility authorities.

» To explain the relationship between sustainable revenues and financing for
capital investment, including debt financing.

» To identify sustainable revenue strategies within the parameters of local
government fiscal authority.

» Toidentify factors that may impede revenue generation and to suggest
approaches that may mitigate common obstacles, including increasing the
fiscal autonomy of local government.
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Trainer’s Notes

Presentation: Raising Revenues for
Public Infrastructure Investment

This presentation is based on the talking points and overheads that follow the
presentation notes. You will need to refer to these to prepare this presentation.

1. Begin by explaining that the topic under discussion israising revenues for
public infrastructure. Ask participants to think about how infrastructure
improvement relates to economic development. Why are such improvements
necessary? What types of infrastructure improvements are needed to bolster
economic development? List their responses on the flip chart.

2. When you have generated alist, turn attention to why these improvements are
needed to bolster economic development. Explain that the public infrastruc-
ture and services on the list (which should include water, wastewater, urban
transportation, solid waste disposal, etc.) are factors that influence business
decisions of private companies wishing to relocate or expand their businesses.
Follow the talking points to discuss the three reasons that capital investment is
needed. Emphasize the link between the need to pay the capital back and the
revenue stream of the local government. Use local examplesto illustrate key
points.

3. Discussthe two categories of services: revenue generating and non-revenue
generating. Ask participants to give examples of each. List these on aflip
chart. When you have developed alist, explain that wherever possible, local
governments should allocate budget funds to the non-revenue-generating
entities for investment, while revenue-generating entities should be encour-
aged to cover full costs. Follow the talking points and discuss the elements
that affect the pricing of public services; revenue-generating schemes such as
fee for services, taxes and transfers; and the authority local government has or
needs to raise revenues for public services.

4. Then, turn attention to financing capital improvements, emphasizing the link-
age between operation/maintenance costs and capital costs. Give particular
attention to how financing capital improvements relates to overall revenue
generation and sustainability. Follow the talking points and include in the
discussion the following points:

» Financial solvency

» Operating budget (operation and maintenance of systems)
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» Capital improvement planning

» Pricing and revenue collection

» Capital improvement expenditures and debt financing
» Taxation authority and legal framework.

As you discuss these issues, be sure to define and give examples of each. Use
local examples whenever possible.

. To continue, ask participants what people or groups of people are affected by

pricing decisions. Engage them in a discussion of thisissue, making sure to
touch on all the groups outlined in the talking points. Then, ask participantsto
think about how these people affect pricing decisions and go over the ques-
tions that often come up in reviewing costs, using the talking points.

. Conclude by discussing the ramifications of thisinformation for local govern-

ments. Emphasize in particular the steps that local governments should take
before they can raise revenues for investment. As you show the corresponding
overhead, ask participantsif there are any additional recommendations they
would add to thislist.

. Conclude with a summary of the discussion. Remind participants that after the

break they will return to engage in small-group work.

Group Assignment: Evaluating Revenue-Generating Options

1. Break participants into small groups of four to six participants. Consider

breaking into mixed groups so that different perspectives are represented in
the small-group discussions. Distribute the handout, “ Evaluating Revenue-
Generating Options,” and flip chart paper on which they will post their
answers.

. Introduce the activity by explaining that the purpose is to determine how

national and local administrative, political, and economic factors influence the
viability of public and private revenue sources. Instruct groups to identify an
infrastructure problem in their own country, which they will then present to all
participants. The small group’s presentation should (1) state the problem, (2)
describe the revenue-generating authority and capacity of the community to
fund infrastructure improvements or repairs, and (3) list the revenue sources
that are being considered and why. Inform participants that the concept of
“capacity” includes the government’ s ability to raise revenues from citizens
and businesses through taxes and fees, to provide leadership for citizens and
financia institutions, and to manage the financial and operating systems of
services provided. Suggest that participants may want to use the pre-course
homework information and information from the presentations to develop
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their problem statements. Give participants a few minutes to read the handout
and ask any questions they have about the activity.

Allow groups 45 minutes to prepare their presentations. Give a reminder when
groups have only 10 minutes left to complete their work. (A break may be
built into the end of this activity.)

Reconvene the group, and ask each small group to make a report on its find-
ings. Before the first group begins, explain that you would like to keep each
presentation to 15 minutes. Such presentations often run over the desired time
limit; try to keep the discussion moving. After each group’s presentation,
critique the group’ s findings, asking questions about political stability and
leadership needed to sustain financial practices. Consider the elected |eader-
ship’s commitment to practicing fiscal disciplinein order to cover existing
obligations. What experience do key department heads have in the area of
corporate management? How secure is the revenue stream for the repayment
of loans? What type of collateral would be offered? What administrative
changes would be needed to ensure the maintenance of infrastructure? Remind
the participants that the issue of administrative capacity is larger than main-
tenance of infrastructure. It includes administrative capacity to carry out
project preparation, financial analyses, negotiations with lenders, loan moni-
toring, and general management of service provision. Encourage participants
from other groups to ask questions of the group as well. (The time needed will
vary depending on the number of groups.)

When all groups have had a chance to report, ask participants what they
learned from the exercise. What was the most difficult part of developing the
plan? Why? What elements did all of the presentations have in common?
What elements would participants now add to their plans based on what others
came up with, aswell asthetrainer’s questions? The discussion should
include the following key points:

» The political and administrative structure has a profound impact on
demonstrating the financial feasibility of infrastructure projects.

» Infrastructure financing requires that there be a corresponding relationship
between the cost of service delivery and the revenues generated by the
service.

» Eliminating or reducing utility subsidies encourages sound use of
resources and fair distribution of costs.

» Credit ingtitutions carefully review an organization’s management of
finances, operations, and maintenance of public services; these aspects are
thus key to securing financing for both the local government and the utility
company.
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Talking Points: Raising Revenues for Investment

General public infrastructure and services such as water, wastewater, urban
transport, and solid waste disposal require capital investment. Public services
throughout the E& E region are provided principally through budgetary enterprises
or through private companies. Regardless of who operates the system and
manages the service, and regardless of who owns the capital assets, public
services require capital investment for three reasons:

» Toreplacefacilities that have reached the end of their useful life

» Toimprove facilities serving existing users (perhaps to comply with new
regulations)

» To expand facilities to serve new users.

Sources of capital may vary, but one thing is certain—the capital hasto be paid
back. Thisresultsin the need for local governments to look carefully at raising
additional revenuesto cover new investment.

Revenue-Generating Strategies and Pricing of Public Utilities

Optimal revenues result from setting “good pricing systems” that will raise the
revenues needed to cover new investments for the provision of services and
infrastructure, such as roads, hospitals, and schools. In pricing public utilities,
local governments must consider two sides of the equation: revenues and expen-
ditures. Revenue budgets may reflect different sources of funds for the operation,
maintenance, and improvements of a system. Local governmentsin the E& E
region typically use some mix of feesfor services (user fees), proceeds from
general or special taxes, and transfers from the central government. Local govern-
ments in different countries have varying degrees of authority related to raising
revenues through each of these sources. Expenditure budgets must cover opera-
tions, maintenance, and debt retirement.

Pricing Systems for Revenue-Generating Entities

Servicesin most local governments can be divided into two categories: revenue-
generating and non-revenue-generating. Where possible local governments should
allocate budget funds to the non-revenue-generating services (such as storm
drainage) for investment. Revenue-generating entities should be encouraged to
cover the full cost of service delivery.

A good pricing system arrives at prices that cover the cost of providing the public
servicesin gquestion. There are practical reasons for this:




» Therevenue stream from fees and chargesis an identifiable and pledgeable
revenue stream that can provide a sound basis for financing capital invest-
ments through borrowing. Unless the price of the service coversthe full cost
of providing that service, financing of investments will require the support of
other funds from the budget or subsidies.

» Pricing acommodity at its true production cost tends to ensure that society as
awhole will use resources efficiently.

The pricing system should cover both operating and maintenance costs, and the
system should allow for recovery of capital investment costs. The three general
types of investment costs—replacement costs, improvement costs, and expansion
costs—are described below:

Replacement costs: Asasystem is used, it deteriorates. In awater supply network,
for example, a portion of the facility’ s useful life expires with every bit of water
that is pumped, treated, and consumed. Thus, a good pricing system would set
prices that include the amortization of the facility as a charge to current users.
Similarly, the price of using a solid waste landfill should include the eventual cost
of closing the facility and restoring it to “green” condition.

Improvement costs: One would expect current consumers who benefit from
improved water quality to pay for these charges as part of their user fees. Thus, a
good pricing system should include improvement costs.

Expansion costs: A good pricing system should take into account the costs of
expanding facilities to serve new users. These costs include not only the cost of
extending lines to serve new areas, but also the cost of the portion of other capital
facilities that will be made available for use in the new areas.

One way to derive these capital investment costs from users of the system is by
amortizing the price of acapital asset over a period of years (according to the
expected useful life of the asset) and including the amortized cost in the base rate.
Amortization schedules developed for the pricing system need to be the same as
those used for tax or accounting purposes.

In addition to the above costs, the pricing structure must take into account the
financing cost. It costs money to borrow. In addition to repaying the principal, the
borrower must pay interest and service fees. Like the capital itself, the costs of
borrowing should be borne by the people who benefit; that is, the users of the
system.

A good pricing system should provide incentives to meet policy objectives, which
may include such factors as service quality, consistency of service, environmental
protection, health, safety protection, timely response to customer service inter-
ruptions and other maintenance issues, and prompt and adequate response to
customer complaints.




Other Revenue Sources and Uses

The optimal revenues for public services are those generated through tariffs or
user fees, such as water fees. Not all public services generate own-source
revenues, however. Therefore, local governments must use general taxes or
central government transfers. Revenues for new or improved road systems, for
example, usualy are generated through atax levy. In addition, local governments
sometimes subsidize the cost of providing a revenue-generating service so that a
particular user group is not overburdened by excessive fees (such as heating for
low-income citizens).

Taxes

In the E& E region, the authority to raise revenues at the local government level is
limited. Each country and local government must review relevant legidation in
order to determine what authority it has. In the long term, if they are to have suffi-
cient revenues for capital investments, local governments will need to have fiscal
autonomy and revenue-generating authority.

In reviewing what authority it has, the local government should give consideration
to the following types of taxes—each of which can be used to cover the operating,
maintenance, and capital costs of public services:

» Specia revenue authorities (such as those used for toll roads in Hungary)
» Land and building taxes (property taxes)

» Dedicated excise or value-added tax transfers from the central government.

Transfers

The major source of general revenuesin most E& E countriesis transfers from the
central government. In addition, capital improvements have been financed by
special central funds. As decentralization of authority takes hold, the amount of
these special transfers will decrease.

Revenues and Creditworthiness

E& E countries are gradually moving toward public and private credit markets for
the purpose of funding capital improvements. Critical to success in shifting to this
revenue source is the ability of the local government to demonstrate that it isa
good credit risk. There are two important variables in the credit equation: the
ability to sustain the revenue flow and the ability to manage the financial,
operating, and capital improvement program. A poorly managed public service
jeopardizes the revenue flow because the collection of fees or taxes becomes




extremely difficult. Factorsthat private arﬁi public lending institutions look for
when considering loaning money include:

» Debt policies and position, including authority to incur debt and recent debt
issues by local governments

» Financial operations and fiscal policiesfor the past five years, aswell as
current budget

» The central government’s relationship with local subdivisions and changes to
revenue-sharing and tax collection policies and procedures

Economic profile of community and development plans
Financial control and monitoring systems of the local government

Comprehensive annual financial reports

Y V V V

Public service management plans and operating procedures.

Participatory Decision Making

A tremendous number of people and institutions are affected by pricing decisions,
including:

» Public service providers (private companies or budgetary enterprises)
» Citizens of all income levels

» Nongovernmental organizations

» Businessesin manufacturing and service industries

» Public-sector users, such as parks, hospitals, and schools.

Because so many parties are affected by fees and charges for public services, the
ideal system affords all parties an opportunity to participate in the process by
which rates and service standards are set. One way to achieve thisis through
public notice and open hearings, at which any interested parties can present
evidence and policy arguments. A participatory mechanism offers the best chance
for resolving differing priorities.

Regardless of how they are decided, user fees, the information on which they are
based, and the process by which they are decided should be open to the public.
Thisis necessary for participation by affected parties to be productive.

! Thislist is a compilation from sources including Fitch International, Dr. Sylvester Murray, Cleveland State
University, and the World Bank.
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Clear Guidelines

An ideal system should also include clear guidelines about the types of costs that
can be included in the rate base (both what is and what is not allowed) and how
costs are allocated to different functions and to different classes of customers. In
the setting of prices, many challenging issues must be resolved. Here are some
guestions that come up in reviewing costs:

» Who should bear costs incurred for facilities not yet generating productive
capacity, such asinterest during construction, progress payments to the
contractor, or land and resource acquisition costs?

» Should planning costs, such as costs for master plans, feasibility studies and
environmental studies, be included in the price?

» When are advertising costs allowable as public education, and when should
they be disallowed as commercial promotion?

» How should operating and capital costs be allocated to different classes of
customers (bulk versus retail users)?

» How should interest and debt issuance costs be allocated to different classes of
customers, especially present versus future customers?

» How should the reasonableness of rents, wages, consulting fees, travel, and
other expenses be determined?

» What depreciation rules should apply? Should they be the same as the
depreciation rules for tax purposes, or different?

In addition, local governments may wish to establish guidelines about allowable
returns (or profits) and how they should be calculated. Such rules or guidelines
could be developed by aregulatory body (if one exists), a central government
agency, individual local governments, industry associations, atask force or
committee, or some other process.

If local governments become more autonomous, their revenue-generating
authority and responsibility should also increase. Ideally, local governments
should be able to independently issue and secure debt. To do this, they must have
authority to:

> Establish user fees and tax rates

» Pledge or dedicate the revenue source to the repayment of debt (capital and
interest)

> Enter into contracts
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» Own the public asset (i.e., sewer and water treatment plants and
collection/distribution systems)

» Pledgethe asset as collateral (for certain types of revenue mortgage bonds).

Steps That Local Government Must Take
Before revenues can be raised for investment, local governments should:

1. Set clear strategies on how both revenue-generating and non-revenue-
generating entities should be allowed to set prices to enable investments to
implemented.

2. Increase the capacity of human capital of the service organizations to better
manage, operate, and develop the services they provide. Implementing good
pricing systems requires good professionals who use the system to maximum
advantage

3. Develop good project proposals to attract finance. One of the major
weaknesses in E& E has been the lack of capacity in the local consultancy
market to develop project proposals of sufficient standard to attract finance.
Loca governments must hire high-caliber consultants to develop project
proposals.

4. Implement good pricing systems that are transparent and inclusive of the
community.
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Overheads




Why Raise Revenues?

» To invest capital in public infrastructure and services, which is necessary to
replace facilities that have reached the end of their useful life, improve
facilities serving existing users, and expand facilities to serve new users

» To pay back the capital

Session 4, Overhead 1



Setting Good Pricing Systems

» Results in identifiable and pledgeabl e revenue streams, which can provide a
sound basis for financing capital investments

» Ensures that society as awhole will use resources efficiently

Session 4, Overhead 2



What Should a Good Pricing System Cover?

» Operating and mai ntenance costs

» Capital costs for replacement

> Capital costs for improvement of the facility
» Capital costs for expansion of the facility

» Financing costs

Session 4, Overhead 3



Service Standards

A good pricing system should provide incentives to meet policy objectives
about service standards, including:

» Service quality

» Consistency of service

» Environmental protection
> Hedlth

» Safety protection

» Timely response to customer service interruptions and other maintenance
issues

» Prompt and adequate response to customer complaints
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Guiding Principles for
Revenue-Generating Strategies

» New revenues should not unfairly burden those |east able to pay

» Where possible, the use of the revenues should correspond to the revenue-
generating base (e.g., water tariffs pay for operation, maintenance, and
capital costs of the water distribution system)

» Subsidies for services should only be used when a public purposeis realized
(e.g., increased access to employment)
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Characteristics of

Revenue-Generating Tax Schemes

Soecial Revenue Authorities. Revenue base corresponds to the service users

General Property Tax:

Excise Tax:

Revenue flow is dedicated to operation,
maintenance, and debt retirement of services

Scheme is attractive to lenders

Revenue for non-revenue-generating services

Can be structured so the value of the revenue
base increases with increased value of property

Limited usein E& E region

Tax that can be dedicated for a specific use

Rai ses revenues from non-residents (e.g., hotel
room tax)

Generates revenues from the added value of a
consumable product
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Financial Lender Criteria
Intergovernmental Relations. sustainable transfers, tax authority, administrative
authority, and borrowing regulations
Administrative Systems: management structure and labor relations

Economic Conditions: employment base, changes in economic
indicators, resource availability, and a profile of
citizens socia and economic capacity

Fiscal Performance: financial management systems, tariff and tax
burden, and capital plans

Financial Position: existing debt, existing assets and liabilities, and
accounting practices
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Participatory Decision Making

Because so many parties are affected by fees and charges for services, a
participatory mechanism for setting rates and service standards offers the best
chance for resolving differing priorities.

Those affected by pricing decisions include:

> Public service providers (private companies or budgetary enterprises)
» Citizens of all income levels

» Nongovernmental organizations

» Businesses in manufacturing and service industries

» Public-sector users, such as parks, hospitals, and schooals.
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Clear Guidelines

Pricing systems need clear guidelines about types of costs that can be included
in the rate base and how costs should be allocated to different classes of
customers. When reviewing costs consider al so:

» Who should bear costs incurred for facilities not yet generating productive
capacity?

» Should planning costs, such as costs for master plans, feasibility studies, and
environmental studies, be included in the price?

» How should interest and debt issuance costs be allocated to different classes
of customers, especially present versus future customers?

» What depreciation rules should apply? Should they be the same as those for
tax purposes?

» What rules should be written regarding the allowable return (or profit), and
how it isto be calculated?
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Transparency

Fees and charges, the information on which they are based, and the process by
which they are decided should be open to the public. Thisis necessary for
participation by affected parties to be productive.
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What Steps Must Local Government Take
To Raise Revenues?

» Set clear strategies on how revenue-generating and non-revenue-generating
entities should be allowed to set prices

> Increase the capacity of human capital of the service organizations to better
manage, operate, and devel op the services they provide

» Develop good project proposalsto attract finance

> Implement good pricing systems that are transparent and inclusive of the
community

Session 4, Overhead 11



Handout: Evaluating Revenue-Generating Options

Y ou are to prepare a presentation for the group regarding a capital investment or
infrastructure improvement project in your country, following the instructions
below.

Instructions

Working as a group:

1. ldentify acapital investment project that is critical for attracting private
investment.

2. Develop afinancia strategy that will address the problem. Consider the
following issues:

» Therevenue-generating authority local governments should have to
address the problem

» Thetypes of taxes, fees, and tariffs that are most appropriate for the public
service and capital improvements

» Citizens ability to pay
» Thecollection rate at the local government level.

3. Describe changes that would be needed to allow the implementation of the
strategy in your local government.

Use aflip chart to outline your strategy. Y ou have 45 minutes to compl ete this
exercise and will be asked to report on your strategy at that time.

Session 4 Handouts
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